The Journal of Corporation Law [Vol 35:4 if a normally mandatory legal rule were unexpectedly treated as a default rule. This Article explores the problem of distorting legal principles, initially focusing on rehypothecation, a distortion whose uncertainty and confusion contributed to the downfall of Lehman Brothers and the resulting global financial crisis. But not all distortions are, on balance, harmful; sometimes they represent a positive evolution of law. To this end, this Article also seeks to construct a normative framework for determining how lawmakers, judges, and lawyers should address distortions of legal principles. This Article explores the important but until now largely neglected problem of distorting legal principles, usually for business ends. 1 The exploration starts by examining a fundamental distortion of the legal principle of nemo dat quod non habet (-nemo dat")-one cannot give what one does not have. This distortion, resulting from a practice known as rehypothecation, 2 caused a type of intermediary risk 3 that was at the heart of the recent global financial crisis and threatens to trigger future such crises. 4 Using this distortion of nemo dat, this Article constructs a framework for analyzing distortions of legal principles. 5 The central normative issue is when to allow or tolerate these types of distortions, given their potential costs. A proposed distortion might appear to be socially favorable on a simple balancing of costs and benefits, but there is also a chance it might end up seriously harming the public. This is especially likely when private interest groups favor the distortion, because they would almost certainly receive a disproportionate share of the benefits with the public potentially suffering a disproportionate share of any harm.
Because of the potential for significant public harm, this Article argues that distortions of legal principles should be assessed not on a simple cost-benefit basis but by a higher standard. A heavily-outweigh balancing test, this Article contends, can help to rebalance distributive effects of the distortions. This Article also examines which individuals and institutions should make the assessment and how they might do so.
II. BACKGROUND
A distortion of nemo dat resulted in a type of intermediary risk that was central to the recent financial crisis. 6 Intermediary risk, generally, is the risk that property held by an intermediary on behalf of third parties may be seized by creditors of the intermediary. 2. Rehypothecation is described infra notes 10-15 and accompanying text.
Intermediary risk is defined infra note 7 and accompanying text (describing the cases of the recent financial crisis).
4. See infra notes 15-19 and accompanying text. 5. Part V of this Article examines how individuals and institutions could apply this framework on a practical level (discussing risk and the onset of the financial crisis).
6. See infra notes 16-19 (discussing how this distortion triggered the collapse of Lehman Brothers). 7. Steven L. Schwarcz, Intermediary Risk in a Global Economy, 50 DUKE L.J. 1541, 1565 (2001) . The intermediary risk addressed by this Article-that an intermediary may fail to return a customer's securities (or equivalent securities)-is a subset of counterparty risk. Counterparty risk is the risk that Party A, who relies on Party B's performance, will be harmed if Party B fails to perform. See, e.g., PETER MOLES & NICHOLAS TERRY, THE HANDBOOK OF INTERNATIONAL FINANCIAL TERMS 117 (1997) (defining counterparty risk as - [t] he credit risk assumed when undertaking a transaction with another party that they will be unable or unwilling to honour This risk has great practical importance where the property held by the intermediary is investment securities (hereinafter -securities‖) and the intermediary is a broker-dealer, bank, or other financial services firm 8 holding the securities on behalf of third-party investors (hereinafter, -investors‖ or -customers‖ of the intermediary). 9 Intermediary risk can arise in several ways. 10 The intermediary risk at issue in the financial crisis resulted from a distortion of nemo dat caused by a globally widespread, albeit abstruse, 11 practice called -rehypothecation.‖ Rehypothecation occurs when an intermediary holding securities on behalf of investors-often a broker-dealer acting as prime broker for its customers 12 -grants a security interest in (or otherwise encumbers) those securities in order to obtain financing for itself. 13 Rehypothecation has good business justification: enabling intermediaries to obtain low-cost financing. 14 However, its distortion of nemo dat creates uncertainty whether their commitments‖).
8. In the United States, the Uniform Commercial Code (U.C.C.) refers to such an intermediary as a -securities intermediary.‖ U.C.C. § 8-102(a)(14) (2009).
9. Schwarcz, supra note 7, at 1547-57. 10. For a discussion of other ways that intermediary risk can arise, see id. at 1557-65. For example, intermediary risk can arise under the indirect holding system for recording rights in securities, which creates a risk that investors may not have actual property rights in the securities they purport to own, merely contractual claims against the intermediary for the securities. Id. at 1555-57. If investors merely have contractual claims, their claims would be pari passu with-and thus subject to dilution by-claims of the intermediary's creditors.
Id. See also Steven L. Schwarcz, Indirectly Held Securities and Intermediary Risk, 6 UNIF. L. REV. 283 (2001).
11. Perhaps because of rehypothecation's complexity, and also because laws concerning rehypothecation are limited and obscure, the widespread practice of rehypothecation has not enabled its distortions to become generally accepted. See infra notes 29, 70-71, and accompanying text (observing that although rehypothecation has been widespread and longstanding for well over a century, the law has not yet adequately coped with its uncertainties). Cf. infra notes 22-23 and accompanying text (discussing how distortions of legal principles can become generally accepted over time).
12. Prime brokerage is:
‗a system developed by full-service [broker-dealer] firms to facilitate the clearance and settlement of securities trades for substantial retail and institutional investors who are active market participants.' . . . The prime broker [arranges] to clear and carry each trade placed by the customer when the customer directs delivery of money or securities to be made to or by the prime broker. . . . The customer maintains its funds and securities in an account with the prime broker. . . . This arrangement is advantageous to prime brokerage customers because the prime broker acts as a clearing facility and accountant for all of the customer's security transactions wherever executed, as well as a central custodian for the customer's security and funds. 14. See infra note 74 and accompanying text (observing that rehypothecation has provided low-cost financing to the prime-brokerage business). Furthermore, the broker-dealers could use, and in many cases may well have used, the low-cost funding to enable their customers to finance the securities. Michael Huertas, Hedge The Journal of Corporation Law [Vol 35:4 customer securities become subject to claims of an intermediary's creditors, to whom the securities have been rehypothecated. If customer securities were to become subject to those claims, customers could lose their securities if the intermediary fails. This intermediary risk can motivate the intermediary's customers to withdraw their investments if they hear rumors of, or otherwise fear, an intermediary's insolvency. 15 The most dramatic and consequential example of this occurred in the autumn of 2008. Thousands of customers, including many hedge funds, rushed to withdraw their investments from the accounts of Lehman Brothers, which had been acting as their prime-brokerage intermediary. 16 Much like a -run on the banks‖ 17 , this rush to withdraw inadvertently triggered-or, at least significantly contributed to-Lehman's collapse. 18 And Lehman's collapse was one of the central triggers of the worldwide financial crisis. 19 this cost saving to the [customer] in terms of lower borrowing costs, therefore undercutting traditional Bank lending‖).
Isaac Lustgarten, De Facto Regulation of Hedge Funds through the Financial Services Industry and Protection against Systemic Risks Posed by Hedge
15. One might ask how customers of an intermediary are able to withdraw their investments after rehypothecation occurs. There appear to be two answers. First, some of the customers' securities held by the intermediary may not yet have been rehypothecated. Second, to the extent customer securities have already been rehypothecated, customers will at least have a contractual claim against the intermediary for return of equivalent securities. See U.C.C. § 9-314 cmt. 3; ERICA JOHANSSON, PROPERTY RIGHTS IN INVESTMENT SECURITIES AND THE DOCTRINE OF SPECIFICITY 148-49 (2009). Customers are unlikely to have any claim, however, against persons to whom the intermediary has rehypothecated the customers' securities. Compare U.C.C. § 9-623 (enabling a debtor to redeem its collateral at any time before a secured party has foreclosed thereon) with U.C.C. § 9-207 off. cmt. 5 & 6 (indicating that the debtor's right in any such redeemed collateral will almost certainly be subordinate to the right of the party to whom the collateral was rehypothecated).
16. (observing that -clients yanked about 50 percent of Lehman's prime-brokerage assets in the week before the bankruptcy‖).
17. Lehman's inability to purchase and deliver the vast amount of equivalent securities demanded by its customers apparently led to its failure-just like a bank's inability to pay its depositors in a bank run can lead to the bank's failure. Cf. Timothy Geithner, President and Chief Executive Officer, Fed. Res. Sys., Remarks at The Economic Club of New York, Reducing Systemic Risk in a Dynamic Financial System, (June 9, 2008) available at http://www.newyorkfed.org/newsevents/speeches/2008/tfg080609.html (observing that -[t]he scale of long-term risky and relatively illiquid assets financed by very short-term liabilities made many of the vehicles and institutions in this parallel financial system vulnerable to a classic type of run, but without the protections such as deposit insurance that the banking system has in place to reduce such risks‖).
18. See King & Maier, supra note 16, at 289 (describing how the withdrawal of collateral by hedge funds and unwinding trades occurred in advance of the failure of Lehman Brothers). Professor Kettering argues that -even if [rehypothecation had not exposed Lehman's customers to intermediary risk], a rational investor would pull his securities out of a troubled intermediary, simply because of the risk that the securities won't prove to be there if the intermediary collapses.‖ E-mail from Kenneth This Article's analysis proceeds as follows. Part III uses rehypothecation, its distortion of nemo dat, and the resulting intermediary risk to construct a policy framework for assessing distortions of legal principles. Part IV tests and expands that framework by applying it to other distortions. Part V examines contexts in which individuals and institutions could apply the framework.
A threshold question is: what does this Article mean by -distortion of a legal principle‖? The distinction between mandatory and default rules helps to inform the answer. By -legal principle,‖ this Article means a normally mandatory rule or doctrine, such as the nemo dat rule, that is so generally accepted within a legal system that it forms a basis for reasoning. 20 Distortion of a legal principle would occur when something distorts the principle in an unexpected way, creating uncertainty or confusion that undermines the basis for reasoning afforded by the principle. A distortion might occur, for example, if a normally mandatory legal rule were unexpectedly treated as a default rule.
The concept of distorting a legal principle also has temporal elements. For example, a long-standing distortion of a legal principle may become so generally accepted that it no longer distorts the principle in an unexpected way. 21 Such a long-standing distortion would have trivial consequences, ultimately devolving into a mere exception to the principle. 22 Furthermore, the concept of distorting a legal principle refers to a legal 20. Cf. OXFORD AM. DICTIONARY 530 (1980) (defining a -principle‖ as -a basic truth or a general law or doctrine that is used as a basis of reasoning . . . ‖). This Article's conception of -generally accepted‖ legal principles does not mean a formally adopted set of rules and doctrines (such as the generally accepted accounting principles, or GAAP, promulgated in the United States by the Financial Accounting Standards Board, to be followed in financial accounting), merely rules and doctrines that are so generally accepted by society as to guide normal expectations.
21. See infra notes 57-72 and accompanying text (discussing long-standing distortions of nemo dat and other legal principles).
22. See id. In this context, one commentator asked whether the legal prohibition on yelling -fire‖ in a crowded theater should be viewed as a distortion of, or merely an exception to, the First Amendment principle of free speech. Although that example is beyond this Article's business context, I would view that long-standing legal prohibition as so universally known that it no longer distorts the free-speech principle in an unexpected way; thus, such prohibition has become less of a distortion and more of an exception to the legal principle. Another way of thinking about the distinction between a distortion and an exception is that a distortion would be a change in law that changes in an unexpected way a legal principle that is so generally accepted within a legal system as to form a basis for reasoning. See text accompanying supra note 20 (discussing -generally accepted‖ legal principles). An exception therefore would be a change in law that (i) does not change such a legal principle in an unexpected way or (ii) changes, whether or not in an unexpected way, a legal principle that principle at the time of the distortion. Legal principles can change, and indeed the centralized filing principle discussed in Part IV.A below exemplifies relatively recent change. 23 There may be doubt at the margins as to what falls within these categories. Nonetheless, I believe that most would agree that the examples used in this Article are relatively clear in a business context. In that context, economic efficiency demands that parties be able to anticipate what is expected and assess the consequences. 24
III. REHYPOTHECATION AND INTERMEDIARY RISK

A. The Distortion
Rehypothecation can distort the legal principle of nemo dat. An intermediary's granting of a security interest in securities that it owns would be conceptually clear and consistent with nemo dat: one may always grant a security interest in property (which, after all, is a -bundle of rights‖) 25 to the extent of one's rights therein. 26 The rehypothecation that occurred in Lehman's case, however, was different. 27 Lehman, like many other prime-brokerage intermediaries, insisted that customers contractually consent to allow the intermediary to directly rehypothecate the customers' securities as collateral for financing obtained by the intermediary. 28 Although this is not so generally accepted within a legal system as to form a basis for reasoning. 30. All further references in this Article to rehypothecation shall mean this form of rehypothecation-in which the broker-dealer or other intermediary directly pledges the customers' securities as collateral even though it does not own, but merely has a security interest in, those securities.
31. See supra note 14 and accompanying text (discussing financial securities).
32.
Recall that rehypothecation's conceptual flaw causes uncertainty, which, in turn, creates intermediary risk. The flaw is that the intermediary, even though it does not own but at most has a security interest in its customers' securities, pledges those securities as collateral to creditors who expect to obtain ownership of those securities through foreclosure. The uncertainty and consequent intermediary risk concerns exposure of the customers' securities to claims of the intermediary's creditors to whom the securities have been rehypothecated, motivating the intermediary's customers to withdraw their investments if they hear rumors of, or otherwise fear, an intermediary's insolvency. (2006), protects account holders of insolvent broker-dealers against losses up to $500,000).
36. Cf. JOHANSSON, supra note 15, at 145-46 (stating that the predecessor section to U.C.C. § 9-207(c)(3) (i.e., former U.C.C. § 9-207(e)) required that the repledge not impair a debtor's right to redeem the collateral, but this qualification was removed in the Article 9 revision process to allow the secured party an extensive right to reuse the collateral). Johansson questions the accuracy of Official Comment 5 to U.C.C. § 9-207, which states that this change was made primarily for clarification: -there is no basis on which to draw any inference concerning the debtor's right to redeem the collateral.‖ Indeed, that Comment acknowledges that a customer's right to redeem the collateral may not be enforceable against the new secured party because the secured party's right will be senior to the customer's interest. 415, 421 (1975) (observing that although Congress's primary purpose in enacting the Securities Investor Protection Act (SIPA) was to protect investors, a secondary purpose was to prevent a domino effect of failing brokers: -the securities industry experienced a business contraction [in the 1960s] that led to the failure or instability of a significant number of brokerage firms. Customers of failed firms found their cash and securities on deposit either dissipated or tied up in lengthy bankruptcy proceedings. In addition to its disastrous effects on customer assets and investor confidence, this situation also threatened a ‗domino effect' involving otherwise solvent brokers that had substantial open transactions with firms that failed. Congress enacted the SIPA to arrest this process, restore investor confidence in the capital markets, and upgrade the financial responsibility requirements for registered brokers and dealers.‖). 
C. Towards a Framework for Balancing Consequences
Should rehypothecation have been allowed to distort nemo dat in this way? Answering this question involves a balancing of the consequences of allowing, and disallowing, rehypothecation. 39
Balancing Consequences
In a business context, consequences should be balanced to maximize efficiency. 40 Economists generally measure efficiency by the Pareto and Kaldor-Hicks models. Pareto efficiency means that a transaction is efficient if it makes at least one person better off without harming others. 41 In contrast, Kaldor-Hicks efficiency means that a transaction is efficient if its overall benefits exceed its overall harm, regardless of which parties are benefited and which are harmed. 42 The Pareto efficiency model has few practical applications, and -it is pretty clear that the operating definition of efficiency in economics is not Pareto superiority.‖ 43 Economists generally utilize the Kaldor-Hicks model when balancing consequences to maximize efficiency.
The widespread use of cost-benefit analysis can be viewed as a common-sense application of Kaldor-Hicks efficiency. In the United States, for example, before any regulatory agency can promulgate a major rule, it must deliver a cost-benefit analysis to Congress in which it attempts to monetize the benefits and costs of regulation, including any non-quantifiable factors that may affect the agency's decision. 44 Regulation can be costly, so efficiency demands that its costs -do not exceed its benefits.‖ 45 Government policymakers also use cost-benefit analyses when choosing between alternative options. 46 However, a Kaldor-Hicks model of cost-benefit analysis may not be appropriate when analyzing the distortion of legal principles, even in a business context. Balancing determined if SIPC's resources will be adequate' to cover‖ the losses suffered by brokerage clients). To provide additional insurance on customer deposits above SIPC's $500,000 limit (and thereby attract customers), a consortium of brokers, including Lehman Brothers, had created Customer Asset Protection Company (Capco overall costs and benefits makes sense for assessing governmental actions that, at least theoretically, will be neutral as to any given group. But when parties take self-serving actions that could impose externalities on third parties (such as when they seek to distort legal principles for business ends) the impact should not be presumed to be inherently neutral. For example, even if the overall costs of rehypothecation exceed its benefits, some intermediaries may want to engage in rehypothecation because the allocation of its benefits and costs would apply differently to them. They would benefit directly from the lower cost financing afforded through rehypothecation whereas indirect costs, such as the costs of a systemic collapse of the financial system, would be spread among many. This is a type of tragedy of the commons: -the benefits of exploiting finite capital resources accrue to individual market participants . . . whereas the costs of exploitation, which affect the real economy, are distributed among an even wider class of persons,‖ so market participants have insufficient incentive to internalize their externalities. 47
Adjusting the Balancing for Potential Bias
In this potentially biased context, how-conceptually-should consequences be balanced? The Pareto model still appears unrealistic if we allow, as in the examples of this Article, that the distortions could be socially desirable. In a separate context, however, courts have wrestled with this same conceptual question.
Courts face this question when deciding whether to substantively consolidate separate corporate entities in bankruptcy 48 -a distortion of the legal principle of corporate separateness. 49 In that context, courts grapple with balancing consequences where substantively consolidating those entities would maximize overall gain to creditors of the entities (which would be socially desirable under the Kaldor-Hicks model) at the cost of harming one or more creditors that extended credit in good faith on the integrity of the entity separateness (which would violate the Pareto model). The creditors favoring substantive consolidation argue for it solely in their own interests because such consolidation would improve their recovery at the cost of imposing an externality: lower recovery for creditors opposing such consolidation.
Although federal circuit courts are jurisprudentially split in this context, no such court has explicitly applied a simple positive balancing test. 50 Some circuit courts apply a 47. Schwarcz, supra note 44, at 206. I call this a -type‖ of tragedy of the commons because it is not strictly a tragedy of the commons in which all parties involved commonly suffer the externality they cause. 50. Although In re Giller, 962 F.2d 796 (8th Cir. 1992) purports to follow cases that apply a -heavily outweigh‖ test, the language of In re Giller is somewhat ambiguous as to whether the Eighth Circuit is applying modified balancing test under which they will order consolidation only where its benefits -heavily outweigh‖ its harm. 51 Implicitly, this test balances the consequences that selfserving creditors enjoy the benefits of the consolidation whereas innocent creditors are harmed. Three circuit courts, however, implicitly adhere to a Pareto, or do-no-harm, model. 52 Although I do not claim that substantive consolidation is-or should be-an exact precedent for the more general question of distorting legal principles, 53 I believe that its approaches provide insight for a normative analysis of that general question. If the distortion is not likely to be socially desirable, a do-no-harm test is clearly justified. But if, as with rehypothecation, the distortion may well be socially desirable, a balancing test is more appropriate. However, a simple positive balancing would introduce the potential for abuse where parties, by the distortions, impose externalities on third parties.
Because the parties enjoying the benefits are not necessarily the parties suffering the costs, a -heavily-outweigh‖ balancing test can help to rebalance the distributive effects. Furthermore, as this Article will illustrate, the consequences of distortions are difficult to anticipate and quantify; a heavily-outweigh test would require the benefits to be large in order to offset unknown or undervalued costs. 54 The high burden of this test is also morally justified because any action that benefits certain parties at the cost of potentially seriously harming others is presumptively unjust, requiring a compelling justification. 55 Moreover, a heavily-outweigh test is consistent with the -expected utility‖ approach to uncertainty often used by economists. This approach recognizes that people are not risk neutral, and thus costs and benefits should not be strictly compared. Instead, to reflect the reality of risk aversion, costs should be more heavily weighted than benefits in making 165-66 (1993) (observing that people will exercise different degrees of responsibility because (social and genetic) circumstances may force them to, and some will simply apply more effort than others). [Vol 35:4 comparisons. 56 Thus, a distortion of legal principles should be allowed only if its benefits would heavily outweigh its costs.
Informing the Balancing Through Long-Standing Distortions
The discussion below will test the merits of this heavily-outweigh balancing approach by applying it to rehypothecation. Before doing so, however, it is useful to examine whether areas of law where nemo dat has long been distorted might inform this approach. To this end, consider the commercial law rules governing holders in due course of instruments-that is, persons who take an instrument for value, in good faith, and without notice of a problem 57 -and buyers in the ordinary course of goods from merchants-that is, persons who buy goods from merchants in good faith and without notice of a problem. 58 The former rules distort nemo dat by providing that a holder in due course of an instrument has the right to require the obligor thereunder to make payment notwithstanding certain defenses to payment that such obligor may assert against a prior holder of the instrument. 59 The latter rules distort nemo dat by providing, for example, that an owner of goods who merely entrusts possession of the goods to a merchant who deals in goods of that kind gives the merchant the power to transfer good title to the goods to a buyer in the ordinary course of business, 60 and that a buyer in ordinary course of goods takes free of any security interest in the goods that encumbers the seller's own right to the goods. 61 There are important policy reasons why these long-standing rules distort nemo dat. These rules achieve a measure of finality in commercial transfers of instruments to holders in due course and in sales of goods to buyers in the ordinary course by specifying that these transferees take title to these assets free and clear of most competing claims and defenses. 62 That provides the clarity that transferees need to viably engage in the transactions. 63 The rules also reduce transaction costs that might undermine the commercial viability of the transfers by reducing the need for these transferees to engage in due diligence regarding the possibility of any such competing claims or defenses. , 792 (1998) (-A party contemplating buying a negotiable instrument or taking one in payment from someone other than its maker may have two concerns relating to his or her right to enforce the instrument. One is that the maker will have a legal ground for refusing to pay. The other is that someone else will claim ownership of the instrument. The party taking the instrument, in theory, could address both these worries by expending time and money to investigate the origin of the negotiable instrument before purchasing it or taking it in payment. The holder in due course doctrine, however, makes that effort largely unnecessary by stripping away claims of ownership and most defenses. The doctrine, therefore, arguably encourages parties to take negotiable instruments when they would otherwise hesitate.‖).
64. Id. See also id. at 813-14 (observing that the holder-in-due-course rule -saves transaction costs and promotes efficiency‖).
Thus, although these rules sometimes may harm third parties-for example, third parties may not assert otherwise valid claims or defenses on the transferred instruments or goods-the benefits achieved by distorting nemo dat under the rules appear to at least outweigh, and perhaps heavily outweigh, the costs of the distortion. On its face, though, a factual inquiry as to the degree by which those benefits outweigh those costs would not inform this Article's normative analysis because the existence of positive law does not necessarily inform what the law should be. 65 History alone should not sufficiently justify these distortions to nemo dat.
The long-standing existence of these rules, and thus of these distortions, nonetheless suggests a normative insight: the very fact these distortions are long-standing makes them more likely than recent distortions to generate benefits that heavily outweigh their costs. This is because whether or not the benefits of these distortions originally heavily outweighed their costs the distortions are now so ingrained in commercial law that third parties should be aware of their impact; thus, they should structure their transactions accordingly. In other words, the nemo dat principle is no longer distorted by these distortions in an unexpected way. 66 For example, lenders secured by a merchant-borrower's inventory would no longer contemplate the possibility, assuming the merchant defaults in repayment, of proceeding against inventory sold by the merchant to its customers. Instead, lenders will make other arrangements-arrangements that themselves may be enabled by an evolution of law in response to the rules-to protect their rights to repayment, such as monitoring and controlling cash receipts from the merchant's inventory sales. 67 Over time, the costs imposed by distortions of legal principles can diminish as third parties adapt and the law evolves to accommodate the adaptations. Accordingly, to the extent a legal system is flexible enough to cope over time with a distortion of legal principles, 68 a complete balancing of costs and benefits of the distortion should theoretically take into account the costs of adapting to the distortion and the reduction in distortion costs as such adaption occurs. In practice, though, these changing adaptation costs would be hard to measure. Any adaptation would likely require a long transition period, 69 and it would be difficult to quantify the adaptation costs during such a period. It also is possible that adaption will never be fully achieved for some distortions. Indeed, even though rehypothecation has been widespread and longstanding 
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Because these adaptation costs are likely to be much lower than direct costs, this Article will treat them as relatively insignificant for computational purposes (although it will refer to them as applicable). 72 This Part therefore concludes that the consequences-i.e., the costs, including the costs of distorting nemo dat, and the benefits-of allowing or disallowing rehypothecation should be balanced under a heavily-outweigh test.
D. Applying the Framework
In order to apply the heavily-outweigh balancing test, one needs to identify and quantify the costs and benefits of allowing rehypothecation. First, consider benefits. Rehypothecation certainly has been important to the economy, to securities intermediaries and their customers, and to the prime-brokerage business. Some have observed, for example, that the prime-brokerage business was -built on [the] practice known as rehypothecation.‖ 73 Historically, rehypothecation has been a less costly way of financing the prime-brokerage business than turning to other funding sources. 74 Indeed, the sudden drop in rehypothecation in response to Lehman's failure resulted in higher funding costs for financial institutions 75 and possibly reduced liquidity. 76 These higher funding costs have been loosely estimated at between 90 and 240 basis points. 77 Moreover, it appears that rehypothecation is likely to be important to financial institutions in the future. There is evidence that significant rehypothecation may be taking place a year after Lehman's failure, 78 even though the absolute amount has not quite Next consider the costs of allowing rehypothecation. As discussed, rehypothecation's distortion of nemo dat creates uncertainty whether customer securities are subject to claims of the intermediary's creditors to whom the securities have been rehypothecated, resulting in intermediary risk that can motivate the intermediary's customers to withdraw their investments if they hear rumors of, or otherwise fear, an intermediary's insolvency. 82 Such withdrawal, in turn, could cause the intermediary to collapse or even help to trigger a broader financial meltdown. 83 These costs could conceivably be huge. For example, the recent financial crisis has been estimated to have cost the United States alone at least tens of trillions of dollars. 84 If rehypothecation increases the chance of another financial meltdown by even a few percent per year, the cost would be staggering. And this cost would not even include the cost of rehypothecation causing one or more intermediaries to collapse without triggering a broader systemic effect.
In the context of rehypothecation, however, these costs cannot be reliably estimated because of the difficulty in knowing ex ante the probability that the distortions caused by rehypothecation will cause these consequences. Without more, one cannot determine whether the benefits of allowing rehypothecation heavily outweigh its costs. 85 This calculus nonetheless can be informed by the -precautionary principle,‖ often used by regulators applying cost-benefit analysis to address the cost of catastrophic events or large, irreversible effects where the actual level of risk is indeterminate. 86 This principle 81. I reach this estimate as follows: the interest-rate cost saving from rehypothecation has been -loosely estimated‖ as between 90 and 240 basis points, supra note 77, and the level of rehypothecation appears to be in the range of at least a trillion dollars or more, supra note 79. Assuming that intermediaries, absent rehypothecation, would still need roughly the same amount of funding, rehypothecation would generate a cost savings of at least 0.9% per annum on at least $1 trillion, yielding a yearly saving of at least $9 billion.
82. See supra notes 14-15 and accompanying text (discussing intermediary's insolvency [Vol 35:4 presumes that the benefits of restricting the risk through regulation will exceed the costs. 87 In the principle's most utilized form, 88 regulators may decide to regulate an activity notwithstanding a lack of decisive evidence of the activity's harm. 89 Rehypothecation would fit within the scope of the precautionary principle, since allowing rehypothecation would perpetuate the risk of a catastrophic event-another systemic collapse of the financial system-whereas the actual level of risk is indeterminate. To this extent, it may well be appropriate to presume that the benefits of allowing rehypothecation will not heavily exceed the costs. Under this Article's framework for assessing distortions of legal principles, rehypothecation should therefore not be allowed, or at least should be regulated.
Although disallowing rehypothecation would be a harsh result, it would encourage parties to explore possible ways of engaging in rehypothecation that could mitigate its costs (uncertainty resulting from distortion) but preserve its benefits (lower funding costs). 90 For example, instead of a prime broker or other intermediary rehypothecating customers' securities that it does not own, perhaps the intermediary should -rehypothecate‖ only its right to receive payments from those customers. Because the intermediary's right to receive those payments is secured by the customers' securities, a lender to the intermediary would be able to look to those securities as indirect collateral; thus, lenders secured in this manner would be expected to continue lending to prime brokers and other intermediaries at reasonably advantageous interest rates. 91 Furthermore, the customers' securities would not be directly exposed to claims of the intermediary's creditors 92 -an exposure that created the intermediary risk that motivated 89. Id. at 381, 383-84 (describing this approach as the -most common formulation of the precautionary principle‖). See also Sunstein, supra note 87, at 1017-18 (discussing, among other things, controlling low-level exposure to carcinogens notwithstanding lack of proof of a causal connection between such exposure and adverse effects to human health). Governments have incorporated this principle into regulatory policies, and the European Commission has urged that the precautionary principle be considered within a structured approach to the analysis of risk. Id.
Cf. Ian Ayres & Robert Gertner, Filling Gaps in Incomplete Contracts: An Economic Theory of Default Rules, 99 YALE L.J. 87, 115 n. 122 (1989) (arguing that if -no well-established default exists, many contracting parties may explicitly contract for what they want‖).
91. E-mail from Shami Patel, former investment banker involved in rehypothecation, to the author (Dec. 17, 2009, 11:25 EST) (on file with author). This Article does not claim that those interest rates would necessarily be as low as under traditional rehypothecation lending, merely that they should be more advantageous than rates lenders to intermediaries would charge absent the modified rehypothecation proposal discussed above.
92. To understand why the customers' securities would not be directly exposed to claims of the intermediary's creditors, consider the rights of such a creditor. A lender to the intermediary secured by the intermediary's right to receive payments from its customers-a right that already is secured by the customers' securities-could attempt to foreclose on its collateral if the intermediary defaults in repaying the loan. After Lehman's customers to withdraw their investments. 93 This Article does not claim that rehypothecation should necessarily be disallowed. The precautionary principle and its application to rehypothecation within this Article's framework are merely approaches that regulators could consider utilizing. These approaches also provide a useful way of thinking about whether to allow the distortion of legal principles caused by rehypothecation and about potential lower-cost alternatives.
IV. OTHER DISTORTIONS AND THEIR CONSEQUENCES
The analysis above used rehypothecation and its distortion of nemo dat as a basis for constructing a framework to assess distortions of legal principles. Under the framework, a distortion should be allowed only where its benefits would heavily outweigh its costs. The discussion also considered a precautionary principle, under which it would be presumed that the benefits of distortions that create an indeterminate risk of catastrophic events would not heavily exceed the costs. Although disallowing such a distortion might be viewed as a harsh result, it would encourage parties to explore lower-cost alternatives for achieving the business benefits otherwise attainable through the distortion. Part IV tests and expands on that framework by applying it to other distortions of legal principles.
A. Automatic Perfection
In commercial law, the legal principle of -perfection‖ fundamentally requires that third parties be put on notice of transfers of intangible rights in order to make such transfers enforceable. 94 The rationale is to avoid so-called -secret‖ liens, which could defraud creditors. 95 Under modern commercial law, third parties are normally put on notice of these transfers through registration systems. In the United States, notice occurs foreclosure, the lender would have the right to demand payment from those customers and, additionally, to foreclose in turn on the securities of customers who failed to pay. See U.C.C. § § 9-607 to 9-608 (2002) (outlining the collection and enforcement procedure). However, customers could prevent that second foreclosure-on their securities-merely by paying the lender the amounts they already owe to the intermediary. Id. Such payment would extinguish their obligations to pay those amounts to the intermediary, so customers would not be subject to the risk of double payment. Id. § 9-406(a).
93. Supra notes 15-16 and accompanying text. There may well be other possible ways of engaging in rehypothecation that could mitigate its costs but preserve its benefits. Even without changing how rehypothecation works, for example, SIPC insurance could be increased in amount and scope or other FDIClike protection of securities accounts could be implemented to ensure customer protection. See supra notes 33-38 and accompanying text (discussing SIPC insurance). In that scenario, however, the costs of paying for this increased protection, which likely would be borne by intermediaries and their customers, would have to be subtracted from the benefits. 
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Banks have lobbied, however, to exempt sales of -payment intangibles‖-certain rights to payment of money 97 -from the UCC's filing requirement. Banks asserted (although arguably incorrectly) 98 that this exemption was needed to make it no more burdensome and costly than under pre-UCC law to diversify lending risk through the sale of loan participations. 99 As a result of this lobbying, the UCC provides that sales of payment intangibles are automatically perfected without the filing of financing statements. 100 This is a distortion of a legal principle because it is directly and unexpectedly inconsistent with the generally accepted rule that perfection requires some form of thirdparty notice. As the discussion below shows, this distortion has so undermined how parties reason about perfection that it has created uncertainty and confusion.
For example, a buyer of intangible rights who believes, mistakenly, that the sale is automatically perfected will lose ownership of those rights if the seller goes bankrupt. 101 For example, in In re Commercial Money Center, the intangible rights at issue consisted of rights to payment of certain lease installments. 102 NetBank, the buyer (ironically, a bank), believed the intangible rights were payment intangibles. 103 The seller, Commercial Money Center, argued in bankruptcy that those rights were not payment intangibles, and therefore their sale was not automatically perfected. 104 The bankruptcy court ruled that the intangible rights were not payment intangibles. 105 NetBank, which had not filed financing statements, was unperfected, and its $47 million purchase was therefore avoided. 106 Another negative consequence is that automatic perfection makes it difficult, if not impossible, to know one's priority in purchased payment intangibles. Because there is no filing, a buyer of payment intangibles must take the seller's word that such intangibles have not been previously sold. If the sale is dishonest, or even if the seller is merely mistaken about the existence of a prior sale, the subsequent buyer's ownership interest would be subordinate to the rights of prior automatically perfected buyers. The inability to know ownership priority undermines the market for selling intangible rights and increases costs where sales do occur. 107 Consider how this Article's framework would apply to automatic perfection of sales of payment intangibles. The benefit of such automatic perfection is that bank sales of payment intangibles in the form of loan participations, which are critical to enabling them to diversify lending risk, can be safely accomplished without the transaction costs of having to file financing statements for each such sale. In the United States, for example, banks collectively sell perhaps tens of thousands of loan participations daily, 108 which I will conservatively round up to a hundred thousand daily sales. The average cost per filing is $17.34, 109 which I will conservatively round up to $20. There are approximately 249 business days for banks each year. 110 Thus the yearly benefit to banks might be in an order of magnitude as much as half a billion dollars a year. 111 Next, consider the costs of allowing automatic perfection. As discussed, the uncertainty this distortion causes creates serious negative consequences: buyers of intangible rights who believe, mistakenly, that their purchase is automatically perfected will-like NetBank, which lost $47 million-lose ownership of those rights if the seller goes bankrupt. Even buyers who are perfected cannot know their priority in purchased payment intangibles, thereby undermining the market for selling intangible rights and increasing costs when sales do occur. The latter costs (resulting from inability to know priority) can be reasonably estimated from empirical studies of nations without centralized registration systems for perfection-the absence of centralized registration being equivalent, for these purposes, to automatic perfection. 112 These studies have found that, at least for certain non-OECD nations, 113 the inability to know one's priority can add as much as 20-30 percentage points to financing rates. 114 Clearly these numbers would be much lower in a developed country such as the United States, but even if one estimates them at only 20-30 basis points, a mere hundredth of these findings, 115 the economic cost would be huge and may well even exceed the benefits of automatic perfection. 116 To that economic cost one must also add the costs suffered by buyers of intangible rights when they believe, mistakenly, that their purchase is automatically perfected (although those costs, while real, are harder to estimate because the number of buyers that lose money in this way, or the amounts of money they lose, is unknown). 117 On balance, therefore, it appears that the benefits of allowing automatic perfection might or might not outweigh, but are unlikely to heavily outweigh, the costs. 118 Thus, under this Article's framework, automatic perfection should be disallowed. 119 This result must be tempered, however, by the caveat that a quantitative analysis is no better than its assumptions and data. The result should therefore be interpreted cautiously. All that can be said with confidence is that the distortion that automatic perfection causes should be allowed only when its benefits truly heavily outweigh its costs. This nonetheless provides a useful way of thinking about the problem of whether or not to allow the distortion. 114. Towards a Centralized Perfection System, supra note 107, at 467-68. 115. Recall that a basis point equals one-hundredth of one percent. Supra note 77 and accompanying text. 116. For example, if the priority-uncertainty rate increase averaged 25 basis points per annum, the resulting yearly cost increase would exceed $1 billion (the estimated yearly benefit from automatic perfection) if there were at least $400 billion of yearly sales of payment intangibles.
117. One might argue that NetBank's disaster was highly publicized, putting potential buyers of payment intangibles on notice of this risk. In the future, therefore, buyers of payment intangibles could adapt by filing financing statements if there is any uncertainty as to whether the rights they are buying are in fact payment intangibles. The cost of that adaptation, however, may well equal if not exceed the cost banks avoid when they avoid filing financing statements because there is substantial intrinsic uncertainty as to whether any given right to payment constitutes a payment intangible. Automatic Perfection of Sales, supra note 98 (discussing the intrinsic uncertainty); id. at 276 (observing that -any widespread practice of prophylactic filing for sales of intangible rights could amount to roughly the same filing costs and burdens as simply requiring such filing‖ for sales of payment intangibles). Moreover, buyers of automatically-perfected payment intangibles could not adapt to their inability to know their priority in purchased payment intangibles, and so those uncertainty costs would continue. Id. at 276.
118. This result would of course be even more obvious if, as I have argued, the UCC requirement to file financing statements for perfection would not be more burdensome on banks selling loan participations than under pre-UCC requirements. See Automatic Perfection of Sales, supra note 98 (arguing that the UCC requirement would not be more burdensome).
119. One might question whether a heavily-outweigh test should be applied to the question of automatic perfection since this distortion was legislatively enacted. I believe that test is appropriate for any balancing of costs and benefits for distortions that are intended to benefit only specific groups-in this case, the banks. Cf. supra notes 46-47 and accompanying text (indicating that a simple positive balancing test may be appropriate for government actions that -theoretically will be neutral as to any given group‖).
B. Priority Reversal for Minerals
One of the most fundamental legal principles of commercial law, underpinning the importance of preserving commercial expectations, 120 is that a person who has a first priority claim in an asset should not involuntarily lose that priority. In the secured transactions context, that principle is embodied in the first-in-time, first-in-right rule of the Uniform Commercial Code. 121 Although there is an exception to that rule for a limited class of purchase-money security interests, 122 that exception is longstanding, 123 has important policy rationales, 124 and generally requires advance notice to existing priority-holders. 125 In several states where oil, gas, and other minerals production is big industry, minerals producers recently lobbied their legislatures to enact statutes that turn the principle of first-in-time, first-in-right on its head. For example, Oklahoma legislation gives producers a so-called constructive trust on oil and gas sold on credit. 126 Several other states have loosely analogous statutes. 127 These types of distortions can undermine the commercial expectations of parties extending credit to minerals purchasers. In the case of the Oklahoma statute, for example, lenders have no way of knowing of the existence of the constructive trust, much less the amount of a producer's interest or the assets to which the trust attaches. 128 Furthermore, the constructive trust may not even arise until after lenders have made their loans. sections 9-312(3) and 9-312(4) were combined in a single section which provided that notwithstanding the rule of first-to-file, ‗a purchase money security interest is prior to a conflicting interest in the same collateral under an after-acquired property clause.'‖).
124. See, e.g., GERARD MCCORMACK, SECURED CREDIT UNDER ENGLISH AND AMERICAN LAW 84-86 (2004) (justifying the priority for purchase-money security interests (PMSIs) based on the fact that the creditor releases funds to increase the debtor's total pool of assets from which the debtor acquires new assets).
125. U.C.C. § 9-324(b)(2)-(4) (2000) (requiring advance notice to holders of security interests in the same inventory).
126. Oklahoma Production Revenue Standards Act (PRSA), (codified at OKLA. STAT. tit. 52 § 570.10 (1995)). Not surprisingly, these types of statutes have engendered litigation. In the most prominent dispute, a syndicate of banks had extended $3 billion of credit to oil-and-gas company SemCrude, secured by a contractual lien on SemCrude's oil and gas inventory. 130 The banks perfected that lien by filing financing statements, making them first in time, and thus first in right, under commercial law. 131 Various oil producers thereafter sold oil to SemCrude on credit. 132 When SemCrude filed for bankruptcy, the unpaid oil producers claimed that their then-arising constructive trust had priority over the banks' lien. 133 At the time of this Article's publication, the case was being litigated, on appeal, in the Third Circuit Court of Appeals. 134 Consider how this Article's framework would apply to priority reversal for minerals. The benefits of priority reversal accrue to producers of minerals, who thereby obtain first priority liens in the minerals to assure they are ultimately paid for the sale price of the minerals. But there are significant costs, both conceptually and real. Conceptually, priority reversal undermines a cornerstone of commercial law: the right of parties in commercial transactions to know in advance what is expected in order to assess consequences. Realistically, the uncertainty that priority reversal causes-financiers who are perfected cannot know their priority in minerals taken as collateral-can discourage financiers of mineral production and delivery, thereby potentially undermining the volume and price of production itself.
Priority-reversal laws for minerals thus seem at least somewhat self-defeating, calling into question why jurisdictions would enact them in the first place. At least one answer is that producers favoring these laws are local to the jurisdictions enacting them, 135 whereas financiers tend to be located in other jurisdictions. 136 In enacting these laws, legislators appear to focus on direct constituent interests, perhaps not fully taking into account indirect consequences, or externalizing at least a portion of those consequences onto out-of-jurisdiction financiers.
A precise numerical comparison of the benefits and costs of priority reversal may not be feasible, but it is almost certainly the case that the benefits do not heavily outweigh the costs. Besides the fact that priority-reversal laws for minerals are at least somewhat self-defeating, these laws merely minimize the transaction costs by which producers could contractually protect their own interests. For example, producers concerned about being paid for the sale of minerals could protect their right to payment through contractual security interests in the minerals. A producer who is concerned that this security interest may be subordinate to the prior security interest of a financier could negotiate a purchase-money security interest in the minerals. Such a purchase-money security interest would reverse the financier's first priority; but that could only occur after 135. The Texas, Oklahoma, and Kansas priority-reversal statutes, for example, cover oil-and-gas producers located within those states.
136. In the SemCrude case, for example, the financiers were large, money-center banks located in other jurisdictions.
notice to the financier, enabling the financier to decide not to extend further financing. 137 The foregoing balancing is normative, but it raises the question-particularly applicable to a federal system that applies a principle of full faith and credit-of the extent to which a jurisdiction enacting law that implements a distortion of legal principles should take into account the consequences of the distortion on other jurisdictions. That question is beyond this Article's scope.
C. Repo and Derivative Exemptions
The characterization of certain types of basic legal agreements as being -special‖ when they pertain to financial assets, and subsequent statutory amendments to exempt parties to those agreements from ordinary legal rights and obligations, have significantly distorted legal principles with potentially negative consequences. First consider repurchase agreements (repos).
In a repo transaction, one party purports to sell a financial asset-typically securities-to another party, promising to -repurchase‖ the asset at a later time. 138 In form, this is a sale. The purchase price, however, normally reflects a market-interest rate of return on the amount originally advanced as a purchase price. 139 In economic substance, therefore, the transaction is a secured loan. 140 The divergence between the form and substance of a repo transaction created a degree of uncertainty whether a given repo transaction should be treated as a sale or a loan in the event of a repo-participant's bankruptcy. 141 Many repo-industry participants preferred sale treatment, which would protect their interests-although at the cost of their creditors. 142 Repo-industry participants therefore lobbied for amendments to federal bankruptcy law to legislatively treat all repo transactions as sales, regardless of their economic substance. 143 In 2005, Congress amended bankruptcy law to accomplish this, 144 thereby distorting, in the repo context, the generally accepted principle that a sale must shift at least some of the benefits and burdens of ownership. 145 As a result, parties can now bypass most bankruptcy-law rights and obligations simply by characterizing their transactions as repos. 146 More recently, at the instigation of lobbyists for the derivatives industry, Congress amended bankruptcy law to similarly exempt derivatives transactions from most bankruptcy-law rights and obligations. Derivatives transactions are, in their most fundamental form, transactions in which one or more parties agree to make payments or deliveries to the other based on how a reference item performs or changes in value. 147 The concept is so broad, however, that even a simple unsecured loan agreement can be couched as a derivatives transaction. 148 As a result, the recent amendments exempt a wide swath of-some would say virtually all-financial contracts from bankruptcy-law rights and obligations simply by reason of such contracts being couched as derivatives contracts. 149 This is a distortion that exalts form over substance because derivatives transactions -differ little in substance from [ordinary] transactions, such as secured loans.‖ 150
Consider how this Article's framework would apply to repo and derivatives exemptions. The ostensible benefit for these exemptions is to mitigate systemic risk by enabling solvent parties to terminate these contracts with bankrupt parties, thereby preventing market disruption. 151 Although the extent to which these exemptions are effective to mitigate that risk -is ultimately an empirical question,‖ 152 the precautionary fluctuations, in liquidity-enhancing transactions, and in guarantees against loan defaults-are treated extremely favourably in bankruptcy law. It has been a successful lobbying effort for this part of the American financial industry: priority treatment is important for the industry, but not well enough understood to engage much public attention beyond the financial press.‖). It is somewhat ironic that this distortion was intended in part to mitigate uncertainty.
144 principle, if applied, would presume that the benefits of restricting that risk through the exemptions will exceed the costs. 153 That does not, however, constitute a presumption that those benefits will -heavily‖ exceed those costs. Those costs would include the ability of parties to bypass fundamental bankruptcy-law rights and obligations by characterizing secured loans as repos or by characterizing even ordinary commercial transactions, including loans, as derivatives.
Although it is difficult to know if the benefits of these exemptions would heavily outweigh their costs, the potential ambiguity presents an opportunity for finding compromises that preserve the benefits of the exemptions while reducing their costs. As this Article was being published, the National Bankruptcy Conference (NBC) proposed this precise approach in a letter to Congress to narrow these exemptions. 154 The NBC first observed that -bankruptcy professionals, academicians and others‖ have raised -significant concern‖ as to whether these exemptions -are unnecessarily broad.‖ 155 The NBC then questioned -whether the exemptions are currently drafted so broadly that they would exempt from the Bankruptcy Code various non-financial-contract commercial transactions for which the normal rules of bankruptcy should govern, and thereby undermine the goals of the Bankruptcy Code.‖ 156 The NBC went on to express its -concern[] that the breadth of the current exemptions affords parties the opportunity voluntarily to structure ordinary commercial transactions, such as loans or supply agreements, as financial contracts in order to fall within the exemptions and avoid the normal rules of bankruptcy. . . .‖ 157 A better approach, the NBC concluded, would be to narrow the scope of the exemptions to avoid exempting -transactions [that] pose no or little systemic risk.‖ 158
D. Restatement of the Framework
Part III used the distortion of nemo dat caused by rehypothecation to derive a framework for assessing distortions of legal principles. Part IV.A-C tested and expanded that framework in the context of other distortions. Restating the expanded framework, the consequences (measured by costs and benefits) of allowing or disallowing distortions of legal principles should be balanced under a heavily-outweigh test. A distortion should be allowed only if its benefits would heavily outweigh its costs.
Any application of the framework must be tempered by the fact that a quantitative analysis is no better than its assumptions and data. Sometimes costs and benefits can be reasonably estimated, as appears to be the case for the distortion caused by automatic perfection. Other times, however, the costs or benefits cannot be reliably estimated. In the latter case, even when one cannot determine, within this Article's framework, whether the benefits of allowing the distortion would heavily outweigh its costs, the framework [Vol 35:4 provides a useful way of thinking about the problem of whether or not to allow the distortion.
Sometimes the costs of a distortion cannot be reliably estimated; but, as in the case of rehypothecation, they could be catastrophic. In those cases, it may well be appropriate to apply a precautionary principle, enabling regulators to disallow or at least regulate the distortion notwithstanding lack of decisive evidence of its net harm. Although that might be viewed as a harsh result, it would encourage parties to explore lower-cost alternatives for engaging in the beneficial activities underlying the distortion.
The analysis recognizes that a long-standing distortion of a legal principle may become so generally accepted over time that it no longer is likely to distort the principle in an unexpected way. Such a long-standing distortion might have trivial consequences, ultimately devolving into a mere exception to the principle-as in the case of the holderin-due-course exception to nemo dat. Although a complete balancing of costs and benefits of a distortion should theoretically take into account the costs of adapting to the distortion and the reduction in distortion costs as such adaption occurs, changing adaptation costs would be inherently difficult to measure. Adaptation costs are also likely to be much lower than direct costs. The framework therefore treats them as relatively insignificant for computational purposes. Part V addresses contexts in which individuals and institutions could apply the framework.
V. UTILITY OF THE FRAMEWORK
At least three categories of persons are likely to be confronted with the problem of distorting legal principles in contexts where they ought to be able to recognize the problem and attempt to address it. First, government lawmakers (such as legislators and agency administrators) will confront the problem when they consider enacting laws or promulgating rules that might distort legal principles. Second, judges will confront the problem when they consider enforcing transactions that rely on distorted legal principles. Third, lawyers will confront the problem when they represent clients who engage in transactions that distort legal principles or in litigation regarding those transactions. 159 159. These perspectives on how government lawmakers, judges, and lawyers will confront the problem of distorting legal principles are consistent with a model of how distortions of legal principles might arise. Sometimes a party favoring a distortion will simply contract for it, ignoring any externalities the distortion may cause. This was how rehypothecation was handled until relatively recently, for example. See supra note 36 (citing sources that show how intermediaries lobbied to exempt rehypothecated securities from commercial-law protections). Under such a purely contractual approach, the distortion might not be enforceable, even as a matter of positive law. See, e.g., Steven L. Schwarcz, Rethinking Freedom of Contract: A Bankruptcy Paradigm, 77 TEX. L. REV. 515, 551-76 (1999) (examining why contracts causing externalities are not always enforced). Other times, a party or interest group favoring a distortion will lobby for legislation helping to implement it. Thus, rehypothecation was lobbied by investment bankers; automatic perfection was implemented by an amendment to the UCC, lobbied by the banking industry; priority reversal for minerals was implemented by amendments to state law, lobbied by minerals producers; and repo and derivatives exemptions were implemented by amendments to federal bankruptcy law, lobbied by repo-participants and derivatives counterparties. Once the legislation is enacted, the distortion may be automatic or may be accomplished contractually within the scope of the legislation. Rehypothecation, for example, still requires contractual agreement of the parties, whereas priority reversal for minerals is sometimes automatic and sometimes requires contractual agreement of the parties. Legislation specially lobbied to implement distortions may or may not be widely known, and sometimes may be virtually unknown to persons outside the relevant industry sector. See A fourth category of persons who might be seen as having responsibility for the problem of distorting legal principles-indeed, who might be seen as the primary protagonists of the problem-are non-lawyers who lobby government lawmakers to enact laws or promulgate rules that might distort legal principles; or who are parties in the lawsuits where judges consider enforcing transactions that rely on distorted legal principles; or who are clients instructing their lawyers to engage in those transactions. I do not believe it would be realistic, however, to expect non-lawyers to recognize or appreciate the problem (much less to be neutral about the problem should they recognize it). The responsibility to recognize and address the problem should fall on their legal counsel. 160 A threshold question is thus how to identify distortions. To that end, lawmakers, judges, and lawyers should try to maintain an awareness of what constitutes such a distortion: a change in law that changes in an unexpected way a legal principle that is so generally accepted within a legal system as to form a basis for reasoning. 161 Because this is an inherently conceptual definition, even a diligent lawmaker, judge, or lawyer may sometimes fail to identify a distortion. Although it might turn out to be easier to identify these distortions than to define them ex ante, this is not unlike the observation that it is easier to identify pornography than to define it-the -know-it-when-one-sees-it‖ quality. 162 But even if identification is imperfect and some distortions are missed, good can be done when a distortion is identified. 163 The discussion below examines how this Article's framework could be applied to government lawmaking, judicial decisionmaking, and lawyering.
A. Application to Government Lawmaking
This Article's framework has its most apt application to government lawmakers, who would view distortions of legal principles in a law-or rule-making context. As discussed, although a simple positive cost-benefit balancing makes sense for assessing legislation or rules that are at least theoretically neutral as to any given group, the impact should not be presumed to be inherently neutral when private interest groups are lobbying for distortions that could impose externalities on third parties. The lobbying parties would almost certainly get a disproportionate share of the benefits, with the public potentially suffering a disproportionate share of any harms. 164 The heavily-outweigh balancing test supra Part IV.B (indicating that state laws reversing minerals priorities have been virtually unknown outside the oil-and-gas industry).
160. See supra note 159 and accompanying text. 161. See supra notes 20-23 and accompanying text. 162. See Jacobellis v. Ohio, 378 U.S. 184, 197 (1964) (Stewart, J., concurring) (-I shall not today attempt further to define the kinds of material I understand to be embraced within that shorthand description [of pornography]; and perhaps I could never succeed in intelligibly doing so. But I know it when I see it, and the motion picture involved in this case is not that.‖).
163. Cf. VOLTAIRE, LA BEGUEULE, CONTE MORAL, A3 (1772) (observing that -Le mieux est l'ennemi du bien,‖ or the best is the enemy of the good). of this Article's framework is intended to help offset that disparity.
In applying this balancing test, lawmakers need to identify and quantify the costs and benefits of the proposed law or rule. That can be done the same way that lawmakers presently do it when engaged in traditional cost-benefit analyses. 165 It therefore would appear straightforward to apply this Article's framework to distortions of legal principles in a law-or rule-making context. But such application raises a broader normative question 166 of how government lawmakers should view their duties to the public: should something like a heavily-outweigh balancing test be generally applicable to offset disparities caused by lobbying? 167 It may well be the case, for example, that elected lawmakers, like legislators, should have more flexibility in weighing consequences than nonelected rule makers like administrative agency officials. This broader question, however, is beyond the scope of this Article.
B. Application to Judicial Decision-Making
Judges would view distortions of legal principles in an adjudicatory context. In that context, and indeed in a scenario conceptually similar to the distortion problem, this Article has shown that courts often apply a heavily-outweigh cost-benefit balancing test. 168 Applying the framework's heavily-outweigh test to distortions would raise at least two issues for judges. First, to the extent distortions of legal principles have been incorporated into positive law, there is a recursive problem insofar as judges view their job as enforcing positive law. 169 Indeed, the process of enacting positive law is objective, and -process‖ is central to law's legitimacy. 170 In contrast, this Article has shown that identifying a distortion of a legal principle and weighing its costs and benefits can be quite subjective. It therefore appears that judges should enforce transactions that rely on distorted legal principles that have been enacted into positive law. This is not to say that judges should be reticent to express any reluctance they may have in their opinions. And some judges might go-and in similar cases have actually gone-even further, stretching to distinguish the case so as to reach a desired result. 171 The other issue in applying this Article's framework is a judge's institutional limitations. Judges sometimes may find it difficult, for example, to accurately assess the costs and benefits of a distortion. Although they could hear expert testimony for this purpose, that could be costly and the judge still would have to assess the merits of conflicting testimony. In appropriate cases, perhaps, courts could be assisted for this purpose by more independent experts, such as special masters.
C. Application to Lawyering
Lawyers would view distortions of legal principles in either a litigation or transactional context. In the litigation context, a lawyer would not necessarily make an independent normative judgment about the client's case; even a wrongdoer is entitled to a day in court represented by counsel. The more interesting context is transactional, such as when a client instructs a lawyer to draft something that distorts legal principles, such as a rehypothecation agreement. 172 Applying the framework's heavily-outweigh test would raise several issues.
The first issue is how to assess costs and benefits. Trained in law, and not necessarily in economics or empirical analysis, most lawyers would find this task difficult. Furthermore, even lawyers willing to undertake this task may well miscalculate costs and benefits.
These difficulties help to inform the second issue, which is whether lawyers should have a duty to refuse to help a client distort legal principles. Imposing such a duty would place the lawyer in an impossible situation: the lawyer's duty to resign would turn on an assessment that most lawyers are incapable of accurately making. The imposition of that duty would also create a potential conflict between the lawyer and the client. This Article therefore does not propose such a duty. 173 Some lawyers may nonetheless wish, for aspirational reasons or otherwise, to inform the client that its actions may distort a legal principle, and to withdraw from the engagement if the client persists in its action. Lawyers certainly should have the option to refuse to participate in conduct that may be socially harmful. 174 The foregoing analysis assumes that distorting the legal principle will not itself violate positive law. If the distortion does violate positive law, the lawyer would have a duty to not engage or assist the client in performing an unlawful act. 175 The lawyer should then try to persuade the client to comply with the law and, if unsuccessful, ultimately may have to resign.
VI. CONCLUSION
Although legal principles enable society to order itself by preserving broadly based expectations, parties sometimes transact in ways that are so inconsistent with generally accepted principles as to create uncertainty or confusion that undermines the basis for reasoning afforded by the principle. That type of uncertainty was a trigger of Lehman Brothers' recent downfall, when a practice known as rehypothecation distorted the nemo dat principle (one cannot give what one does not have). As a result, Lehman's customers, uncertain whether their investments could be attached by Lehman's creditors, withdrew those investments on rumors of the firm's insolvency. Much like a -run on the bank,‖ that inadvertently triggered, or at least significantly contributed to, Lehman's collapse.
This Article constructs a normative framework for determining how government lawmakers, judges, and lawyers should address distortions of legal principles. Not all such distortions have net costs; sometimes they represent a positive evolution of law. Therefore, any normative framework should attempt to balance costs and benefits. However a simple balancing test would be misleading because parties advocating the distortion would almost certainly receive a disproportionate share of the benefits, with the public potentially suffering a disproportionate share of any harm.
In this potentially biased context, and because of the risk of significant public harm, this Article argues that distortions of legal principles should be assessed not on a simple cost-benefit basis but by a higher standard. Because the parties enjoying the benefits of the distortion are not necessarily the parties suffering the costs, a heavily-outweigh balancing test can help to rebalance the distributive effects. This type of test also recognizes that the consequences of these distortions are difficult to anticipate and quantify; the test requires any benefits to be large in order to offset unknown or undervalued costs. Even when costs and benefits are indeterminate, however, this Article shows that the test provides a useful way of thinking about the problem of distorting legal principles.
